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P agreed to sell a portion of its business
(clinical business) to N, a third party, pursuant to a
prearranged sale that was structured as a spinoff. FP's
basis in the clinical business’s assets was $105, 015.
On Cct. 29, 1993, P transferred the clinical business
to a newWy incorporated entity, S, in exchange for al
of S s stock, pursuant to sec. 368(a)(1)(D, I.RC,
and, on Cct. 30, 1993, P distributed the stock to P's
shareholders in a transaction it clained satisfied the
requi renents of sec. 355, I.R C. On the sane day as
the distribution of S s stock to P s shareholders, Ss
sharehol ders sold all of Ss stock to N for $5, 530, 000.
P had accunmul ated E & P as of the beginning of its
taxabl e year and failed to prove that P and S did not
have current E & P as of Cct. 30, 1993. Although P
conceded that the spinoff followed i nmediately by the
prearranged stock sale constituted evidence that the
transaction was a device to distribute E & P within the
meani ng of sec. 355(a)(1)(B), I.R C, and sec. 1.355-
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2(d), Incone Tax Regs., P clained it had valid

cor porat e busi ness purposes for structuring the
transaction as it did which overcane the evidence of
device. Alternatively, P argued that, even if the
spinoff did not neet the requirenents of secs. 355 and

368, I.R C., the value of S's stock for purposes of
cal culating the gain P nust recogni ze under sec.
311(b)(1), I.R C., should be cal cul ated based on the

val ue of the assets transferred to S and not on the
price paid for S s stock by N

1. Held: There is substantial evidence that the
spinoff was a device to distribute E & P, which is not
overconme by substantial evidence of nondevice or by
evidence that P and S | acked current and accunul ated E
& P. Consequently, the spinoff does not qualify for
tax deferral under secs. 368 and 355, I.R C., and P's
gain nust be determ ned in accordance with sec.
311(b)(1), I.R C

2. Held, further, sec. 311(b)(1), I.R C
requires P to recognize gain on the distribution of S's
stock as though the stock were sold to P's sharehol ders
at its fair market value. 1In this case, the best
evidence of the fair market value of S s stock on the
distribution date is the price paid for the stock by N
on that sane date.

Thomas G Potts, for petitioner.

El i zabeth Downs, for respondent.

MARVEL, Judge: Respondent determ ned a deficiency in
petitioner’s Federal incone tax of $1,926,232 for taxable year
ended June 30, 1994.

The issues for decision are: (1) Wether, pursuant to a

pl an of reorganization under section 368(a)(1)(D),?! petitioner’s

IAIl section references are to the Internal Revenue Code in
effect for the year in issue, and all Rule references are to the
(continued. . .)
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distribution to its sharehol ders of stock of a controlled
corporation qualified as a nontaxabl e distribution under section
355; and (2) if the distribution did not qualify as a nontaxable
di stribution under section 355, whether the fair market val ue of
the distributed stock for purposes of calculating petitioner’s
gai n under section 311(b)(1) is neasured by the price paid for
the stock by a third-party purchaser on the distribution date or
by the alleged value of the controlled corporation’s assets on
the day before the distribution.
FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found. W
i ncorporate the stipulation of facts herein by this reference.

| . Petitioner’s Business in General

Sout h Tul sa Pat hol ogy Laboratory, Inc. (petitioner), is, and
was for all relevant periods, an Ckl ahoma prof essi onal
corporation, which had its principal place of business in Tul sa,
&l ahoma, when it filed its petition in this case. Petitioner
was i ncorporated as an Okl ahoma professional corporation in July
1968. Petitioner was owned by seven physicians (sharehol ders).
For all relevant periods, petitioner was classified as a “C

corporation for Federal corporate incone tax purposes and had a

Y(...continued)
Tax Court Rules of Practice and Procedure. Monetary anmounts are
rounded to the nearest dollar.
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fiscal year ended June 30 for tax and financial reporting
pur poses.

Since its incorporation, petitioner has provi ded pathol ogy-
related nmedical services to hospitals and nedi cal professionals
in northeastern Cklahoma. Until 1993, petitioner offered both
anat om ¢ pat hol ogy and clinical pathology nedical services to its
custoners (anatom c business and clinical business,
respectively). Petitioner’s anatom c busi ness included
exam nation and di agnosi s of pathol ogy of human tissue and
provi sion of consulting diagnostic assistance to physicians in
nort heastern Okl ahoma. Petitioner’s anatom c busi ness services
were performed by its physician sharehol ders and/ or ot her
i censed physicians. Petitioner’s clinical business included
performance of | aboratory tests on body fluids and tissue sanpl es
obtai ned from hospitals and nedi cal professionals throughout
nort heastern Okl ahoma. Petitioner’s clinical business services
wer e performed by nonphysician enpl oyees of petitioner at a
| aboratory and three “draw facilities in Tulsa, Cklahonma.

1. Petitioner’s Decision To Sell Its dinical Business

Begi nning in 1970, and continuing through 1992, petitioner
recei ved several offers from conpeting clinical pathology
| aboratories to purchase its clinical business. These offers
were always rejected by petitioner’s sharehol ders and nanagenent.

In 1993, however, petitioner’s sharehol ders decided to sell the
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clinical business to a |large national clinical |aboratory because
they believed the growh of |arge national clinical |aboratories
and the inplenentation of managed health care during the early
1990s woul d force petitioner out of the clinical business over
the next few years. Petitioner’s sharehol ders, however, decided
they wanted to continue to own and operate the anatom c busi ness
using the corporate nane, “South Tul sa Pat hol ogy Laboratory,
Inc.”, under which they had practiced for 25 years.

[11. Sale of dinical Business to NHL

I n August 1993, petitioner was approached by representatives
of two national |aboratory chains, Smth Kline Laboratories
(Smth Kline) and National Health Laboratories, Inc. (NHL), each
of which expressed an interest in purchasing petitioner’s
clinical business. Both Smth Kline and NHL were | arge, publicly
traded corporations that provided clinical |aboratory services to
hospi tal s, physicians, and clinics throughout the United States.

Sonetinme in the fall of 1993, petitioner decided to pursue a
sale of its clinical business to NHL. On Septenber 20, 1993,
petitioner and NHL entered into a confidentiality agreenent to
provide for the disclosure by petitioner to NHL of certain
confidential information. Under the confidentiality agreenent,
petitioner agreed to disclose certain financial and business
i nformati on necessary and appropriate in any negoti ations

conducted by the parties.
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After petitioner made the disclosures pursuant to the
confidentiality agreenent, petitioner agreed to sell its clinical
business to NHL. Before Cctober 5, 1993, petitioner and NHL
negoti ated the sale of the clinical business and agreed to
structure it as a sale of the stock of a yet-to-be-incorporated
clinical |aboratory conpany that would be capitalized with the
clinical business and spun off2 frompetitioner. Thereafter, NHL
delivered to petitioner a letter of intent, dated Septenber 30,
1993, concerning the purchase by NHL of all outstanding stock of
that newy incorporated clinical |aboratory conpany. After both
parties signed the letter of intent, petitioner’s sharehol ders
believed there was a commtnent by NHL to buy and a comm tnent by
petitioner to sell petitioner’s clinical business.® As of
Cctober 5, 1993, petitioner and NHL had negoti ated and agreed to

the essential terns of the sale.?

2A spinoff is described as a “pro rata distribution by one
corporation of the stock of a subsidiary”. Bittker & Eustice,
Federal I nconme Taxation of Corporations and Sharehol ders, par.
11.01[1][e], p. 11-6 (7th ed.).

SOrdinarily, NHL purchased clinical |aboratory businesses
t hrough an asset sale. In this case, NHL agreed to structure its
purchase of the clinical business as a stock sale only if it
could acquire a “clean” corporation. A “clean corporation” was
defined by the parties as one in which no clinical |aboratory
tests had been perforned that could subject the purchaser (NHL)
to any potential liability.

‘Petitioner conceded in its brief that “the sale of the
Clinpath stock to NHL was prearranged prior to the spin-off
transaction”.
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A. Spi noff of dinpath, Inc.

On Cctober 5, 1993, petitioner fornmed Cinpath, Inc.
(dinpath), an Okl ahoma general business corporation. Pursuant
to a subscription agreenent between petitioner and i npath,
dated Cctober 6, 1993, petitioner agreed to purchase 14, 399
shares of the common stock of Cinpath, representing 100 percent
of the issued shares of Cinpath.

On Cctober 29, 1993, petitioner and its sharehol ders entered
into a reorgani zati on agreenent in which they agreed, anong ot her
things, that: (1) Petitioner shall contribute all of its
clinical laboratory assets to Cinpath in exchange for 14, 399
shares of Cinpath stock issued to petitioner; and (2) after the
exchange of petitioner’s clinical |aboratory assets for Cinpath
stock, petitioner pronptly shall distribute all of the Cinpath
stock to petitioner’s shareholders in proportion to their
ownership of stock in petitioner. Also, on Cctober 29,
petitioner transferred the clinical |aboratory assets, including
goodwi I I, to Cinpath, and Cinpath transferred 14, 399 shares of
its common stock to petitioner. Petitioner’s adjusted basis in
the dinpath stock it received equal ed $105, 015, its adjusted
basis in the clinical |aboratory assets it transferred to
Clinpath in exchange for the stock.

On Cctober 30, 1993, petitioner distributed 100 percent of

the dinpath stock to petitioner’s shareholders in proportion to
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their stock ownership. dinpath conducted no business during the
period from Cctober 5, 1993, the date of Cinpath’s

i ncor poration, through Cctober 30, 1993.

B. Sale of dinpath Stock to NHL

Pursuant to an acquisition agreenent dated October 30, 1993,
on Cctober 30, 1993, imediately follow ng the distribution of
Clinpath stock to petitioner’s sharehol ders, dinpath
shar ehol ders® transferred all of the issued and outstandi ng
Clinpath stock to NHL i n exchange for $5,530,000. The purchase
price paid by NHL for the dinpath stock was negoti ated and
agreed upon by unrelated parties at arnmis |ength.

As a condition precedent to the sale, NHL demanded that each
of Cinpath s physician-sharehol ders execute covenants not to
conpete, dated Cctober 30, 1993. The covenants not to conpete
provi ded that each of the physician-sharehol ders agreed not to
conpete with NHL in the clinical |aboratory business anywhere
within the 918 area code of the State of klahoma for 5 years,
except as provided in the contract. NHL paid each of the
physi ci an- sharehol ders $10, 000, or a total of $70,000, in

exchange for the covenants not to conpete. The total

*Before conpleting the sale to NHL, petitioner’s
sharehol ders transferred 244 shares of the Cdinpath stock they
received frompetitioner to the profit-sharing plan of
petitioner’s business manager. Consequently, the O inpath
shar ehol ders consisted of petitioner’s sharehol ders and the
profit-sharing plan.
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consi deration, consisting of covenant paynents and the purchase
price of the Cinpath stock, was $5,600,000. The consideration
allocated to the covenants not to conpete was negoti ated and
agreed upon by unrelated parties at arms length.®

Nei t her petitioner nor its sharehol ders retained any
ownership interest in Cinpath after October 30, 1993.

| V. Petitioner’'s Earnings and Profits as of October 30, 1993

Petitioner had accumul ated earnings and profits of at | east
$236, 347 as of its taxable year beginning July 1, 1993.
Petitioner did not prove whether petitioner and Cinpath had
current earnings and profits as of COctober 30, 1993.

OPI NI ON

The Statutory Franmework

Section 361(a) provides that “No gain or |oss shall be
recogni zed to a corporation if such corporation is a party to a
reorgani zati on and exchanges property, in pursuance of the plan
of reorgani zation, solely for stock or securities in another
corporation a party to the reorgani zation.” Section 368(a)(1)

defi nes reorgani zation for purposes of section 361 to include:

8I'n connection with the sale of dinpath stock, petitioner
and NHL executed a consulting agreenent, dated Cct. 30, 1993,
providing for a continuing business relationship between
petitioner and NHL for 5 years. The consulting agreenent
reflected the desire of both petitioner and NHL to partner with
each other to increase the conpetitive position of both entities
in northeastern Cklahoma with respect to both clinical and
anat om c pat hol ogy servi ces.
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(D) a transfer by a corporation of all or a part

of its assets to another corporation if imrediately

after the transfer the transferor, or one or nore of

its sharehol ders (including persons who were

sharehol ders i nmedi ately before the transfer), or any

conbi nation thereof, is in control of the corporation

to which the assets are transferred; but only if, in

pur suance of the plan, stock or securities of the

corporation to which the assets are transferred are

distributed in a transaction which qualifies under

section 354, 355, or 356; * * *

The above-described transaction, commonly referred to as a “D’
reorgani zation, is sonetines used to divide an existing
corporation on a tax-deferred basis into nore than one
corporation for corporate business purposes. In order for a

di visive D reorganization to qualify for tax-deferred treatnent
at the corporate |evel under section 361, however, there nust be
a qualifying distribution of stock under section 355.

In this case, petitioner divided its existing business into
two parts by way of a spinoff. It transferred its clinical
business to a newly forned subsidiary, Cinpath, in exchange for
100 percent of Clinpath’s stock. Petitioner then inmmediately
distributed the Cinpath stock to its shareholders in a
transaction petitioner clainms net the requirenments of section
355.

| f a spinoff does not qualify under section 355, it could
result in a taxable dividend to the distributing corporation’s

shar ehol ders under section 301 to the extent of corporate

earnings and profits and in tax to the distributing corporation
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conputed in accordance with sections 311(b)(1) and 312. Secs.
355(c), 361(c). Section 311(b)(1) provides that, if a
corporation distributes property to a shareholder in a
transacti on governed by sections 301 through 307 and the fair

mar ket val ue of such property exceeds its adjusted basis in the
hands of the distributing corporation, then gain shall be

recogni zed to the distributing corporation as if such property
were sold to the distributee at its fair market value. Section
312(b) provides that, on a distribution of appreciated property
by a corporation with respect to its stock, earnings and profits
of the corporation are increased by the excess of the fair market
val ue of the property over its basis.

1. The Parties’ Argunents

The primary issue in this case is whether petitioner’s
spinoff of Cinpath qualified as a valid reorgani zati on under
section 368(a)(1)(D). Respondent clains it did not so qualify
because the distribution of Cinpath’s stock to petitioner’s
sharehol ders did not qualify as a nontaxabl e distribution under
section 355. Respondent asserts that the spinoff of Cinpath and
t he subsequent sale of Clinpath stock to NHL were, in reality, a
prearranged sale by petitioner of its clinical business which
failed to qualify as a reorgani zati on under section 368 and a
nont axabl e distribution of stock to petitioner’s sharehol ders

under section 355. Consequently, respondent contends petitioner
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realized and nust recognize gain on the distribution of Cinpath
stock. Sec. 311(b)(1). Petitioner disagrees, urging us to
conclude that it structured the spinoff of its clinical business
and the subsequent sale of Cinpath’s stock for legitimte
corporat e busi ness purposes and that the spinoff satisfied the
requi renents of sections 368(a)(1)(D) and 355. Therefore,
petitioner contends, it is not required to recogni ze gain on the
distribution of Cinpath stock to its sharehol ders.

Respondent al so argues that, in calculating the gain to
petitioner under section 311(b)(1) as a result of the failed
reorgani zation, the fair market value of the Cdinpath stock nust
be nmeasured by the price paid by NHL for that stock. Petitioner
agrees that the amount of corporate gain, if any, resulting from
the distribution is based on the excess of the fair market val ue
of the Cinpath stock over petitioner’s basis in the stock but
argues that the fair market value of the stock nust be neasured
by the underlying value of the clinical business’s assets
contributed by petitioner to Cinpath on Cctober 29, 1993.

In order to resolve these disputes, we nust first decide
whet her the distribution of Cinpath stock to petitioner’s
sharehol ders net the section 355 requirenents. W concl ude that

it did not for the reasons set forth bel ow



[11. Section 355 Distribution

Section 355(a)(1) permts a nontaxable distribution by a
corporation to its shareholders of stock in a controlled
corporation if the distribution neets four statutory
requi renents: (1) Solely stock of a controlled corporation is
distributed to shareholders with respect to their stock in the
di stributing corporation; (2) the distribution is not used
principally as a device for the distribution of earnings and
profits of the distributing corporation or the controlled
corporation or both; (3) the requirenents of section 355(b)
(relating to active businesses) are satisfied; and (4) all of the
controlled corporation’s stock held by the distributing
corporation, or an amount constituting control, is distributed.
Sec. 355(a)(1). In addition to these statutory requirenents, the
regul ati ons under section 355 require that the distribution have
an i ndependent corporate business purpose and that there be
continuity of proprietary interest after the distribution. Sec.
1.355-2(b) and (c), Incone Tax Regs.

Respondent argues that the distribution of dinpath stock to
petitioner’s shareholders failed to satisfy the requirenents of
section 355 because: (1) The distribution of dinpath stock was a
device for the distribution of earnings and profits in violation
of section 355(a)(1)(B); (2) the spinoff of Cinpath | acked a

val id corporate business purpose as required by section 1.355-
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2(b), Incone Tax Regs.; and (3) the prearranged sale of Cinpath
stock on the sanme date as the distribution of Cinpath stock to
petitioner’s shareholders violated the continuity of proprietary
i nterest requirenent of section 1.355-2(c), Incone Tax Regs.
Petitioner, on the other hand, argues that the transaction net
all the requirenments of section 355 and related regul ations. W
exam ne the parties’ argunents bel ow

A. Nondevi ce Requi renent of Section 355(a)(1)(B)

A transaction fails to qualify under section 355 if that
transaction is used principally as a device for the distribution
of the earnings and profits of the distributing corporation, the
controll ed corporation, or both. Sec. 355(a)(1l)(B); see also
sec. 1.355-2(d)(1), Inconme Tax Regs. W analyze whether a
transaction was used principally as a device for distributing
earnings and profits by examning all the facts and
ci rcunst ances, including, but not limted to, the presence of the
device factors listed in section 1.355-2(d)(2), Incone Tax Regs.,
and the presence of the nondevice factors listed in section
1.355-2(d)(3), Incone Tax Regs.

Petitioner essentially concedes that there is evidence of
devi ce as described in section 1.355-2(d)(2), Incone Tax Regs.;
however, it argues that a |l ack of substantial earnings and

profits, sec. 1.355-2(d)(5), Inconme Tax Regs., and a corporate
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busi ness purpose, sec. 1.355-2(d)(3), Inconme Tax Regs., outweigh
any evi dence of device.

1. Devi ce Factors

Section 1.355-2(d)(2), Income Tax Regs., identifies the
follow ng factors as evidence that a transaction was a device for
the distribution of a corporation’s earnings and profits: (1)
Pro rata distribution anong the sharehol ders of the distributing
corporation and (2) subsequent sale or exchange of stock of the
distributing or the controlled corporation. Qur analysis of
these factors is set forth bel ow

A distribution that is pro rata or substantially pro rata
anong sharehol ders of the distributing corporation is nore |likely
to be used principally as a device and is evidence of device.
Sec. 1.355-2(d)(2)(ii), Incone Tax Regs. Petitioner does not
di spute that the Cinpath stock was distributed pro rata to
petitioner’s shareholders. The parties stipulated that pursuant
to the reorgani zati on agreenent, petitioner would and did
distribute all the Cinpath stock to its shareholders in
proportion to their stock ownership in petitioner. This factor
is evidence of device.

A sal e or exchange of the distributing or controlled
corporation’s stock after a distribution is also evidence of
device. Sec. 1.355-2(d)(2)(iti)(A), Incone Tax Regs. GCenerally,

the greater the percentage of stock sold and the shorter the
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period of tinme between the distribution and the sale or exchange,
the stronger the evidence of device. 1d. On brief, petitioner
concedes “100% of Cinpath’s stock was sold to NHL, and the
distribution and the subsequent sale of stock occurred on”

Oct ober 30, 1993.

In addition, a sale or exchange negoti ated or agreed upon
before the distribution is substantial evidence of device. Sec.
1.355-2(d)(2)(iii)(B), Incone Tax Regs. On brief, petitioner
concedes that “there is no question that the sale of the Cinpath
stock to NHL was prearranged prior to the spin-off transaction in
which the clinical |aboratory assets of Petitioner were
transferred to Cinpath.” Indeed, the sale of Cinpath stock to
NHL was di scussed, negoti ated, and agreed upon by NHL and
petitioner and was anticipated by both parties well before the
distribution. Sec. 1.355-2(d)(2)(iti)(D), Income Tax Regs. This
factor is substantial evidence of device.

We concl ude, based on a review of the applicable factors,
that the facts and circunstances of this case present substanti al
evi dence of device within the neaning of section 355(a)(1)(B)

2. Nondevi ce Factors and
Absence of Earnings and Profits

In order to overcone the substantial evidence of device,
petitioner argues that: (1) Although both petitioner and
Cinpath had some accunul ated earnings and profits during the

periods in question, these anounts were not significant enough to
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warrant the conclusion that the spinoff of dinpath was a device
in contravention of section 355(a)(1)(B), and (2) several
conpel I i ng corporate business purposes drove the entire
transacti on.

a. Earni ngs and Profits

Section 1.355-2(d)(5), Inconme Tax Regs., specifies three
types of distributions that ordinarily do not present the
potential for tax avoidance and will not be considered to have
been used principally as a device for the distribution of
earnings and profits even if there is other evidence of device.
A distribution that takes place at a tinme when neither the
di stributing nor the controlled corporation has earnings or
profits is one of the distributions described in section 1.355-
2(d)(5), Income Tax Regs., and is the only type of distribution
t hus described that petitioner argues applies in this case.

A distribution ordinarily is considered not to have been
used principally as a device if: (1) The distributing and
control |l ed corporations have no accunul ated earnings and profits
at the beginning of their respective taxable years; (2) the
di stributing and control |l ed corporations have no current earnings
and profits as of the date of the distribution; and (3) no
di stribution of property by the distributing corporation
i mredi ately before the separation would require recognition of

gain resulting in current earnings and profits for the taxable
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year of the distribution. Sec. 1.355-2(d)(5)(ii), Inconme Tax
Regs. Petitioner clains that the distribution at issue here
satisfies these requirenents.

In its opening brief, petitioner concedes, “that the bal ance
sheet for * * * [petitioner] as of June 30, 1993, reflected
current and accunul ated earnings and profits of $252,928.64, for
both the anatom c and clinical pathology portions of * * *
[petitioner’s] business.”’” Petitioner argues, however, that:

Wil e petitioner concedes that it and Cinpath had
sone earnings and profits during the periods in

guestion, these anmobunts were not neani ngful and

certainly do not provide a basis for a “bailout” of

these earnings and profits anmounts in order to avoid

dividend treatnent to Petitioner’s sharehol ders.

Respondent di sagrees, contending that the presence of any
earnings and profits precludes petitioner fromutilizing section
1.355-2(d)(5)(ii), Income Tax Regs., and that there is no
credi bl e evidence that petitioner |acked accunul ated or current
earnings and profits on the distribution date.

W agree with respondent for several reasons. First,
petitioner reported it had over $230, 000 of accumrul ated earni ngs
and profits as of July 1, 1993, and petitioner did not introduce

any evidence to prove that it had no current earnings and profits

as of COctober 30, 1993. Section 1.355-2(d)(5)(ii)(A) and (B)

‘Petitioner also reported on its Federal incone tax return
for the taxable year beginning July 1, 1993, that it had
accurrul at ed earnings and profits of $236,347 as of July 1, 1993.



- 19 -
| ncome Tax Regs., enphasizes that a distribution ordinarily wll
not be considered to have been used principally as a device if
the distributing and controlled corporations have “no accunul at ed
earnings and profits at the beginning of their respective taxable
years” and “no current earnings and profits as of the date of the
distribution”. (Enphasis added.) Section 1.355-2(d)(5)(ii),
| ncone Tax Regs., does not provide a safe harbor for corporations
wth “insignificant” or “mnimal” earnings and profits, as
petitioner contends.

Second, petitioner ignores the fact that the spinoff enabled
it to claimthat the substantial gain on the distribution of
Clinpath stock to its sharehol ders, which ordinarily would have
increased its current and accumul ated earnings and profits, need
not be recognized for corporate incone tax purposes or reflected
in the calculation of its earnings and profits as of Cctober 30,
1993 and at yearend. Respondent argues that, if the spinoff of
Clinpath did not qualify for tax-free treatnent under sections
368 and 355, the distribution of Cinpath stock to petitioner’s
shar ehol ders woul d be taxabl e under section 311(b) and,

t herefore, would have generated substantial current earnings and
profits to petitioner under section 312(b) as of Cctober 30, the
date of the distribution.

Nei t her party disputes that, if the spinoff of Cinpath

does not qualify as a tax-free transacti on under sections 368 and
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355, petitioner nust realize and recogni ze substantial gain as of
the date of distribution, sec. 311(b)(1), which wll
substantially increase petitioner’s earnings and profits, sec.
312(b). Nevertheless, petitioner dism sses the prospect that it
woul d have substantial current earnings and profits as a result
of the spinoff® and overl ooks what respondent describes as “the
conspi cuous fact that the corporate profits petitioner’s

sharehol ders clearly intended to bail out were the anticipated
profits of the prearranged sale.” Despite petitioner’s efforts
to suggest otherwi se, we sinply are not convinced that the
decision to structure this transaction as a spinoff and
subsequent stock sale was pronpted by NHL; NHL usually structured
its acquisitions as asset sales to mnimze its exposure to
liabilities that can arise fromthe purchase of an active
business. Petitioner’s protestations notw thstanding, the
spinoff of Clinpath followed imedi ately by a prearranged sal e of
the dinpath stock on the sane day appears to have been desi gned

to elimnate the corporate-level tax that would have been due had

8Peti ti oner acknow edges that dividends paid to its
sharehol ders result “in a fairly significant double incone tax
litability, and is the primary reason that * * * [petitioner]
distributes nost or all of its inconme to its enpl oyee
shar ehol ders and ot her enpl oyees prior to year end”, presunmably
as deducti bl e conpensation. Petitioner clains, however, that its
practice of distributing income “virtually assures that there
woul d be little or no corporate incone tax liability * * *
irrespective of the ultimate outcone of the spin-off
transaction.”
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petitioner sold its clinical business to NHL directly or
distributed its clinical business to its shareholders prior to
any sal e.

For the reasons set forth above, petitioner has failed to
prove that it did not have accunul ated or current earnings and
profits as of the date of the distribution within the neaning of
section 1.355-2(d)(5)(ii), Inconme Tax Regs.

b. Cor por at e Busi ness Pur pose

The presence of a valid corporate business purpose may trunp
a conclusion that the transaction was used principally as a
device for the distribution of earnings and profits. Sec. 1.355-
2(b)(4),(d)(3)(ii), Income Tax Regs. Section 1.355-2(b)(2),

I ncone Tax Regs., defines “corporate business purpose” as a “real
and substantial non-Federal tax purpose gernane to the business
of the distributing corporation, the controlled corporation, or
the affiliated group * * * to which the distributing corporation
bel ongs.”

The stronger the evidence of device, such as the presence of
the device factors specified in section 1.355-2(d)(2), |Incone Tax
Regs., the stronger the corporate business purpose required to
prevent the conclusion that the transaction was used principally
as a device. Sec. 1.355-2(d)(3), Incone Tax Regs. The
assessnent of the strength of the business purpose nust be made

based upon all the facts and circunstances, including, but not
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limted to: (1) The inportance of achieving the purpose to the
success of the business; (2) the extent to which the transaction
is pronpted by a person not having a proprietary interest in
ei ther corporation, or by other outside factors beyond the
control of the distributing corporation; and (3) the i medi acy of
the conditions pronpting the transaction. Sec. 1.355-2(d)(3)(i)
and (ii), Incone Tax Regs.

Petitioner identifies three purported corporate business
pur poses for the disputed distribution: (1) Increased
conpetition caused by a changing econom c environnent that
favored the larger, national |aboratories; (2) lahoma State | aw
restricting the ownership of petitioner to |licensed physicians or
physi ci an-owned entities |licensed to practice nmedicine within
Okl ahoma; and (3) NHL's requirement that each of petitioner’s
physi ci an- shar ehol ders sign bi nding and enforceabl e covenants not
to conpete in the clinical |aboratory business. Respondent
contends there was no valid corporate business purpose for the
distribution. W consider each of the purported corporate
busi ness purposes bel ow.

i | ncreased Conpetition

The first purported corporate business purpose asserted by
petitioner is that the changi ng econom c environnment in the
clinical |aboratory market in 1993 favored the |arge, national

| aboratories over the smaller clinical | aboratories, such as
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petitioner’s. This environnent, petitioner contends, was caused
by increasing conpetition fromnational clinical |aboratories,
delivery of service issues, and devel opnent of alliances between
| arge health insurance conpani es and national clinical
| aboratories. Petitioner argues that, based upon these economc
factors, its sharehol ders and enpl oyees becane convinced that
petitioner’s clinical |aboratory would be forced out of business
within a few years. This belief |led the shareholders to sell the
clinical business to NHL and “partner” with NHL to enhance the
conpetitive position of their remaining anatom c busi ness.

We do not question, and respondent does not dispute, that
the economc factors cited by petitioner nay have forced it out
of the clinical business within a few years. Although these
factors nay have been the inpetus behind the decision to sell the
clinical business in the first instance, such factors do not
denonstrate a corporate business purpose for petitioner’s
decision to distribute the Cinpath stock to its sharehol ders
before selling the stock to NHL. A transfer of the clinical
| aboratory assets directly to dinpath woul d have sufficed to
achieve petitioner’s desired result; i.e., to create a new
conpany containing solely the assets of the clinical business in
order to sell the clinical business with mninumliability to the
buyer. Mnimzing the effect of the economc factors cited by

petitioner, however, did not require the nearly simltaneous
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distribution of Cinpath stock to its sharehol ders. The purpose
of separating the clinical |aboratory assets in preparation for
the sale to NHL and shielding NHL fromliability was achi eved as
soon as the clinical business was contributed to Cinpath by
petitioner in exchange for Clinpath stock. See generally sec.
1.355-2(b)(5), Exanple (3), Incone Tax Regs.

The changi ng econom ¢ environnent, therefore, does not by
itself constitute a valid corporate business purpose for the
distribution of Cinpath stock to petitioner’s sharehol ders or
constitute evidence of nondevi ce.

ii. Petitioner’'s Status as a
Pr of essi onal Cor porati on

The second purported corporate business purpose arises from
petitioner’s claimthat Okl ahoma State | aw nandated the final
structure of the spinoff transaction. Petitioner essentially
argues that it was constrained fromselling, and NHL was
prevented from purchasing, petitioner’s stock because
petitioner’s status as a professional corporation prevented NHL
fromowning any interest init.

Petitioner’s argunment concerning its status as a
prof essional corporation is without nmerit. Even if petitioner
were precluded fromselling its stock to nonphysicians as
petitioner contends, such a bar would justify only petitioner’s
decision to transfer its clinical business to a separate general

busi ness corporation, i.e., Cinpath; it would not |end support
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to petitioner’s decision to distribute Cinpath stock to
petitioner’s sharehol ders. |ndeed, petitioner could have sold
the dinpath stock directly to NHL without first transferring the
Cinpath stock to its sharehol ders.®

We conclude, therefore, that petitioner’s status as a
pr of essi onal corporation does not provide a valid corporate
busi ness purpose for the distribution of Cdinpath’s stock to
petitioner’s shareholders and is not evidence of nondevi ce.

iii. Covenants Not To Conpete

The third purported corporate business purpose cited by
petitioner is NHL's requirenent that each of Cinpath’s
physi ci an- shar ehol ders sign a binding and enforceabl e covenant

not to conpete. Relying upon Bayly, Martin & Fay, Inc. v.

Pickard, 780 P.2d 1168 (Ckla. 1989), petitioner contends that
representatives for both petitioner and NHL believed that a
covenant not to conpete would be enforced under Okl ahoma State
law only if it were entered into in connection with the sale of

goodwi I | or the dissolution of a partnership. Petitioner

°Pulliamyv. Commi ssioner, T.C Menb. 1997-274, a case on
whi ch petitioner relies, is distinguishable because the spinoff
and subsequent prearranged sale of sone of the distributed stock
involved in Pulliam could not have been structured as a direct
sal e of stock between the distributing corporation and the third-
party purchaser (a forner enployee). W concluded that the
structure of the transaction was conpelled by applicable State
| aw, which prohibited a corporation fromowning a funera
busi ness, and by the need to structure the stock sale as an
i nstal |l ment sal e.
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contends that the final structure of the transaction as a sale of
Clinpath stock by Cinpath' s sharehol ders, and not by petitioner,
was mandated by NHL's desire to obtain fromthe sharehol ders
valid and enforceabl e covenants not to conpete. Therefore, a
cor porat e busi ness purpose existed for the distribution of
Clinpath stock to the sharehol ders.

We do not agree. Even if we were to conclude that NHL’ s
desire to obtain enforceable covenants not to conpete qualified
as a corporate business purpose of either petitioner or Cinpath,
as section 1.355-2(b)(2), Incone Tax Regs., requires, we would
still reject petitioner’s argunent. la. Stat. Ann. tit. 15,
sec. 217 (West 1986 and Supp. 2000), provides that “Every
contract by which any one is restrained fromexercising a | aw ul
prof ession, trade or business of any kind, otherw se than as
provi ded by Sections 218 and 219 of this title, is to that extent
void.” lahoma State courts interpret Ckla. Stat. Ann. tit. 15,

sec. 217, to prohibit only unreasonable restraints on the

exercise of a |lawful profession, trade, or business. Bayly,

Martin & Fay, Inc. v. Pickard, supra at 1172; Crown Paint Co. V.

Bankst on, 640 P.2d 948, 952 (Ckla. 1981); Bd. of Regents v. Natl.

Collegiate Athletic Association, 561 P.2d 499, 508 (Ckla. 1977).

The majority rule is that reasonable restrictions wll be

enf or ced. Bayly, Martin & Fay, Inc. v. Pickard, supra at 1170-

1171. Even unreasonabl e contracts in restraint of trade, which
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are normally void and unenforceabl e under Okl ahoma State |aw, are
enforceable if they fall within one of the two statutorily
created exceptions to the general rule--covenants given in
connection wth the sale of goodwi || or covenants given in
connection wth the dissolution of a partnership. la. Stat.
Ann. tit. 15, secs. 218 and 219 (West 1986 and Supp. 2000);

Bayly, Martin & Fay, Inc. v. Pickard, supra at 1170. Assum ng

the covenants in this case were reasonabl e and/or were given in
connection with the sale of goodwill, it was unnecessary to first
distribute the dinpath stock to petitioner’s sharehol ders. °
Petitioner has failed to denonstrate either that the covenants in
guestion were unreasonable or that they were not adequately tied
to the sale of goodw || under Cklahoma State | aw.

We concl ude, therefore, that NHL's demand for binding and
enf orceabl e covenants not to conpete does not constitute a
cor porat e busi ness purpose within the neaning of section 1.355-
2(d)(3)(ii), Income Tax Regs., and, therefore, is insufficient to

overcone the substantial evidence of device in this case.!

Opetitioner in its posttrial briefs appears to concede that
the sale of Cinpath involved the sale of both “practice
goodwi I I ” inherent in the going concern value of the clinical
busi ness and “professional goodw I|” possessed by petitioner’s
physi ci an- shar ehol ders.

1Even if we were to conclude that any of the alleged
cor porat e busi ness purposes satisfied the requirenents of sec.
1.355-2(d)(3)(ii), Income Tax Regs., we would still conclude
that, under the balancing test required by the regul ations, the
(continued. . .)
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3. Concl usi on

There is substantial evidence of device in this case, which
i's not overcone by substantial evidence of nondevice or by proof
that petitioner and Cinpath | acked current or accumul ated
earnings and profits. W hold, therefore, that the distribution
of Cinpath stock failed to satisfy the requirenents of section
355(a)(1).1

V. Tax Treatnent of the Distribution of dinpath Stock

Section 311(a) provides that, except as provided in section
311(b), no gain or loss shall be recognized to a corporation on a
nonl i quidating distribution, with respect to its stock, of its
stock or property. Section 311(b)(1), however, requires a
corporation to recogni ze gain on nonliquidating distributions of
appreci ated property to its sharehol ders as though such property
were sold to the distributee at its fair market val ue.

It is well settled that fair narket value is the price at
whi ch property woul d change hands between a willing buyer and a
wlling seller, neither being under any conpul sion to buy or sel

and bot h havi ng reasonabl e knowl edge of the relevant facts.

(... continued)
evi dence of corporate business purpose was insufficient to
overcone the conpelling evidence of device in this case.

12Because we hold that the sec. 355(a)(1) requirenent is not
met, we do not separately deci de whether the independent
cor porat e busi ness purpose requirenment of sec. 1.355-2(b)(1),
| ncone Tax Regs., or the continuity of proprietary interest
requi renent of sec. 1.355-2(c)(1), Incone Tax Regs, has been net.
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United States v. Cartwight, 411 U S. 546, 551 (1973); Morris v.

Commi ssioner, 70 T.C 959, 988 (1978). The determ nation of fair

mar ket value is a question of fact. Hammv. Conmm ssioner, 325

F.2d 934, 938 (8th Cr. 1963), affg. T.C. Meno. 1961-347; Estate

of Newhouse v. Comm ssioner, 94 T.C 193, 217 (1990).

The parties agree that if we hold the distribution of
Clinpath stock to petitioner’s shareholders did not qualify as a
section 355 transaction, as we have, then the anount of corporate
gain resulting fromthe distribution is the excess of the fair
mar ket val ue of the Clinpath stock in the hands of petitioner
over petitioner’s adjusted basis in the stock. The parties do
not dispute that petitioner’s adjusted basis in the clinical
| aboratory assets, and, accordingly, the dinpath stock, was
$105,015. The parties di sagree, however, as to howthe fair
mar ket value of the dinpath stock should be neasured.

Respondent contends that the fair market value of the
Clinpath stock petitioner received and distributed to its
shar ehol ders on October 30, 1993, should be neasured by the price
paid by NHL for the dinpath stock. NHL purchased the Cinpath
stock for $5,530,000 on the sane day the stock was distributed to
petitioner’s shareholders. Petitioner argues in effect that the
purchase price paid by NHL for the dinpath stock was excessive
and urges us to conclude instead that the fair market val ue of

the dinpath stock should be neasured by the fair market val ue of
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the clinical |aboratory assets contributed by petitioner to
Clinpath. At trial, Harry Joe Wells, Jr., an expert wtness
called by petitioner, testified that the fair nmarket val ue of the
clinical |aboratory assets, including going-concern val ue, was
$1, 040,000. Petitioner contends that the Cinpath stock could
not possess a value in excess of the fair market value of its
underlying clinical |aboratory assets, given Cinpath’s status as
a new corporation with no operating history; therefore, the focus
of section 311(b) in this case should be the fair market val ue of
the clinical |aboratory assets. Petitioner relies upon our

decision in Pope & Talbot, Inc. v. Conm ssioner, 104 T.C. 574,

579 (1995), affd. 162 F.3d 1236 (9th G r. 1999), the first of
t hree deci sions involving Pope & Talbot, Inc.,*® as support for
its position. Hereinafter, for clarity, we shall refer to the
rel evant decision as Pope & Tal bot, Inc. |

In Pope & Talbot, Inc. I, the taxpayer corporation, pursuant
to a plan of distribution, transferred its tinber and | and
devel opnent properties and rel ated assets located in the State of
Washi ngton (collectively referred to as the Washi ngton
properties) to a newy fornmed Delaware |imted partnership
(partnership). The partnership’s initial partners were two newy

formed corporate general partners, which initially were owned

13See al so Pope & Talbot, Inc. v. Commissioner, T.C. Meno.
1997-116, supplenented by T.C. Meno. 1997-399, affd. 162 F. 3d
1236 (9th Cr. 1999).
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equally by two of the taxpayer’s principal shareholders. Upon
transfer of the Washington properties to the partnership, the
managi ng general partner nade a pro rata distribution of the
interests in the partnership (partnership units) to the

t axpayer’s sharehol ders on the basis of one partnership unit for
each 5 shares of comon stock. The taxpayer was not a partner in
the partnership and received no partnership units.

The issue decided in Pope & Tal bot, Inc. | was whether gain
fromthe distribution of appreciated property under formner
section 311(d), * the predecessor to section 311(b)(1), is
determned as if the taxpayer had sold the Washi ngton properties
in their entirety for their fair market value, or by reference to
the value of the property interests, i.e., the partnership units,
recei ved by each sharehol der. W concluded that gain fromthe
distribution of appreciated property under forner section 311(d)
must be determined as if the taxpayer had sold the Washi ngton
properties for their fair market value on the date of the

di stribution. Pope & Talbot, Inc. v. Conm ssioner, supra at 584.

We reached our conclusion by exam ning the | anguage and
pur pose of forner section 311(d). Forner section 311(d), like
section 311(b)(1), required gain to be calculated “as if the

property distributed had been sold at the tinme of the

14Sec. 311(d)(1) was anended and recodified as sec.
311(b) (1) by the Tax Reform Act of 1986, Pub. L. 99-514, sec.
631(c), 100 Stat. 2272.
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distribution.” Pope & Talbot, Inc. v. Conmni ssioner, supra at

577. Because we were unable to answer with certainty the
question of what property interest had to be val ued under forner
section 311(d) after examning the statutory |anguage, we

exam ned the legislative history and concl uded that “the purpose
underlying section 311(d) was to tax the appreciation in val ue

t hat had occurred while the distributing corporation held the
property and to prevent a corporation fromavoiding tax on the

i nherent gain by distributing such property to its sharehol ders.”

Pope & Talbot, Inc. v. Conm ssioner, supra at 579.

We face a different dispute fromthat decided by this Court
in Pope & Talbot, Inc. I. 1In Pope & Talbot, Inc. I, we only
deci ded what property interest had to be val ued for purposes of
section 311(d). In this case, the parties agree that the
property distributed by petitioner to its sharehol ders was the
Clinpath stock. The disagreenent in this case relates only to
t he valuation of that stock for purposes of section 311(b).

Al t hough petitioner urges us to apply Pope & Talbot, Inc. | as a

[imtation on our analysis of the fair market val ue of the

Clinpath stock, we nust reject petitioner’s plea because

val uation was not the issue decided in Pope & Tal bot, Inc. |

Thus, our decision in Pope & Talbot, Inc. | is distinguishable.
In order to calculate the gain that petitioner nust

recogni ze under section 311(b)(1), we nust decide the fair market



- 33 -
value of the Cinpath stock in the hands of petitioner as if such
property were sold to its shareholders at fair market val ue.
Sec. 311(b)(1). Fair market value is defined for Federal tax
pur poses as “the price at which the property woul d change hands
between a willing buyer and a wlling seller, neither being under
any conpul sion to buy or to sell and both having reasonabl e

know edge of relevant facts.” United States v. Cartwight, 411

U S. at 551 (quoting sec. 20.2031-1(b), Estate Tax Regs.). In
general , the best evidence of fair market value is “actual sales
made in reasonabl e anbunts and at armis length within a
reasonable time before or after the date for which a value is

sought.” Morris v. Conm ssioner, 70 T.C. at 988; see also Estate

of Fitts v. Conm ssioner, 237 F.2d 729 (8th Gr. 1956), affg.

T.C. Meno. 1955-269.

In this case, there was an actual third-party sale of the
Clinpath stock to NHL on the sane day as the distribution of the
Clinpath stock to petitioner’s sharehol ders. Petitioner
contends, however, that the fair market value of the Cinpath
stock as of October 30, 1993, cannot exceed the fair market val ue
of the clinical business’s assets contributed to Cinpath by
petitioner. Petitioner introduced into evidence a report by
Harry Joe Wells, Jr., which it clains valued “sel ected” assets as
of Cctober 30, 1993, but which, in reality, purported to val ue

the clinical business as a “going business” as of QOctober 29,



- 34 -
1993. The Wells report, using an indirect nethod of val uation,
concl uded that the value of the clinical business was only
$1, 040, 000, including the alleged val ue of corporate goodwl|.

Cting our decisions in Norwalk v. Conmm ssioner, T.C Meno. 1998-

279, and Martin Ice Cteam Co. v. Commi ssioner, 110 T.C. 189

(1998), petitioner contends that the $4, 490,000 difference
between the value determned in the Wells report and the purchase
price paid for the Cinpath stock is attributable to professional
goodwi I | generated by and belonging to its physician-
shar ehol ders. *°

W reject the Wells report because it did not value the
property distributed to petitioner’s shareholders as of the date
of distribution as required by section 311. Instead, the Wlls
report valued “sel ected” assets of petitioner as of COctober 29,
1993, the day before the Cinpath stock was distributed to
petitioner’s sharehol ders and then sold to NHL pursuant to a
prearranged deal. The Wells report did not consider the
prearranged stock sale to NHL, did not focus on the rel evant

date, and did not value the dinpath stock.

5petitioner’s expert witness, on the other hand, testified
that the difference between the purchase price paid by NHL and
the val ue reconstructed in his report was paid for NHL’s own
“synergy”. Petitioner’s expert could not and did not explain why
NHL woul d pay over $4 million for a synergy NHL all egedly
creat ed.
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We also reject the Wells report and petitioner’s argunent
because they are sinply not credible. Neither the Wlls report
nor petitioner’s argunent reconciles the conclusions reached
regardi ng the value of the assets contributed to Cinpath
(%1, 040, 000) and the anmount of professional goodwi Il attributable
to the physician-sharehol ders ($498,000) with what actually
transpired in this case. In an arm s-length sal e negoti ated
prior to October 29, 1993, between NHL and the physi ci an-
shar ehol ders who had adverse interests, NHL paid $5, 530,000 for
the Clinpath stock and $70,000 for the covenants not to conpete
wi th the seven physician-sharehol ders. Neither petitioner nor
its expert wtness credi bly explained how their positions on
valuation reconcile with these facts. The physici an-sharehol der
who testified at trial did not admt that the covenants not to
conpet e had been undervalued in the negotiations or agree that
Clinpath’ s physici an-sharehol ders had col |l ectively
m scharacteri zed over $4, 000,000 of the amount they received from
NHL as proceeds fromthe sale of capital assets rather than as
ordinary inconme attributable to the covenants.

There is a conpelling reason why we ordinarily view an
actual and contenporaneous sal e between unrel ated parties having
adverse interests as the best evidence of the fair market val ue
of property-—-ordinarily, it is credible evidence. See Mirris v.

Conmi sSsi oner, supra. In this case, the relevant sale is even
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nore credi bl e because the sale involved the very asset we are
required to value by section 311(b)(1), and the sale took place
on the valuation date specified in section 311(b)(1); i.e., the
date the Cinpath stock was distributed to petitioner’s
shar ehol ders.

We hold, therefore, that the fair market val ue of the
Clinpath stock on the date it was distributed to petitioner’s
shar ehol ders equal ed $5, 530,000, the price negotiated and agreed
upon as the stock’s sale price to NHL.!® W also hold that
petitioner realized and nust recogni ze gai n of $5, 424, 985,
cal cul ated by subtracting petitioner’s adjusted basis in the
stock, $105,015, fromthe fair market value of the Cinpath
stock, $5, 530, 000.

We have considered the remai ning argunents of both parties
for results contrary to those expressed herein and, to the extent
not di scussed above, find those argunents to be irrel evant, noot,

or without nerit.

¥ n his notice of deficiency, the Comm ssioner determ ned
petitioner’s gain to be $5,494,985. This amount was cal cul at ed
by subtracting petitioner’s basis in the Cinpath stock,
$105, 015, fromthe total consideration of $5,600,000 paid by NHL
The portion of the sale price allocated to the covenants not to
conpete, $70,000, was not subtracted frompetitioner’s gain as
determned in the notice of deficiency. On brief, respondent
conceded that the $70,000 represented the fair nmarket val ue of
t he covenants not to conpete and was not part of the value of the
14, 399 shares of dinpath stock.



To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




